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Abstract 
This paper reports on the results from an exploration of the dilutive effect that 
implementation of AASB 2 'Share-based Payment' has had on the earnings of Australian 
listed firms, and provides a synopsis of major emerging issues in this important area. A 
quantitative approach is used and secondary data is collected from the published 
financial reports of an initial sample comprising 14 large firms (by market 
capitalisation). The results of this study suggest the dilution effect is relatively small 
being on average less than two percent of earnings. 
I. Introduction 
Share plans and share option plans are becoming an increasingly common feature of 
remuneration for directors, executives, senior managers and many other employees as a 
means of aligning employees' interests with those of the firm, and encouraging employee 
retention. A significant emerging issue brought about by convergence with international 
financial reporting standards is the consideration of how firms should account for 
payments that are linked to their share values. The international accounting standard 
IFRS-2 'Share-based Payment' and the Australian version, AASB 2, govern this matter. 
These standards mandate the recognition in financial reports of the goods or services 
acquired or received under share-based payment arrangements that are settled in either 
cash or equity regardless of whether the counterparty involved is an employee or other 
party. Prior to the introduction of this requirement firms were able to ignore these 
transactions or they simply provided footnote disclosure. Post-introduction, firms 
engaging in share-based payments are required to recognise the effects of these 
transactions in the determination of earnings. 
In a share-based arrangement equity instruments (commonly, share options) are issued to 
employees as a component of a remuneration package. The equity instrument gives the 
employee the right to purchase the employer firm's (the 'firm') shares usually at a 
discounted price in exchange for their services (PriceWaterhouseCoopers 2004). The 
value of share options is reflected in the market value of the firm's shares. The firm 
issues (grants) the share options at an exercise (buying) price which is usually the same 
as the current market price of the underlying shares at a certain date. The option gives the 
holder a right to buy shares at the exercise price during a certain period (the 'option' 
period). A change in the firm's share price will affect the value of its share options. If the 
share price increases so that the exercise price is lower than the market value of the 
underlying shares, the option-holder ( employee) makes a gain. On the other hand, if the 
share price falls below the exercise price a rational employee will not exercise the 
options. This phenomenon is likely to create an incentive for employee participants in 
share-based payment arrangements to align their work-related efforts to the firm's wealth 
maximisation objectives. 
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Under AASB 2 finns must now recogmse the cost of their share-based payment 
arrangements directly in earnings. Given the potential significance of this particular 
regulatory change to finns participating in share-based payment transactions, it is 
important to understand both the consequences for their financial results and the 
incentives or disincentives for their use. The major objectives of this study include 
discovering the economic significance of the dilution effect of AASB 2 on the reported 
earnings of listed Australian finns, and the identification of emerging issues. We proceed 
by measuring the annual cost of share-based payment arrangements for a selection of 
Australian listed finns and detennine the relative impact on their earnings. We then 
review relevant current literature in an attempt to identify the major emerging issues in 
this area. 
A major outcome of this study is expected to be an enhanced understanding of the impact 
of this new regulation, AASB 2, on business. It is expected that this outcome and the 
emerging data from this study will be of interest to both academics and professionals 
active in the regulatory and policy-making arenas. 
II. Historical Synopsis 
A brief historical background to the development of share-based compensation 1S 
provided in this section of the paper. The relatively limited and broad chronology of dates 
and events provided in table 1 is useful for understanding the development of share-based 
payment as an increasingly popular component of employee compensation. 
Share options first emerged in the 1920s. The reduction of US taxes on the sale of shares 
in the 1950s saw the commencement of the use of share options as a component of 
employee compensation. However, they remained largely irrelevant until the early 1970s 
when, submitting to intense opposition, the Financial Accounting Standards Board 
(F ASB) declined to mandate the expensing of share options. This event aroused 
awareness of the attractiveness of share options including their use as a component of 
executive compensation. The share market bull-run experienced across the late 1970s 
3 
through 1987 witnessed the emergence of corporate 'superstars'. Executive share options 
provided an important component of their 'superstar' pay. In 1984, Bill Gates's Microsoft 
Corporation broadened the use of share options for employee compensation by making 
share options available to all of its full-time employees. The subsequent share market 
'bull run' of the 1990s saw the proliferation of share options as a component of employee 
compensation. Later in the 1990s regulators began to issue warnings about the potential 
overstatement of corporate earnings due to the non-recognition of share options. The 
'dot.com' boom-bust era emphasised this effect. In 2001 Enron Corporation failed and its 
CEO testified before the US Congress about the importance of executive share options. 
Subsequently, regulators moved to mandate the expensing of share options and in 
Australia, this became effective for firms reporting for periods commencing on or after 1 
January 2005. 
Table 1 
Broad chronology of share-based payment 
Date 
1920 
1950s 
1972 
1975-1985 
1984 
1990s 
1994 
2001 
2003 
Event 
Emergence of share options 
US reduces taxes on share 
sales 
F ASB decides not to mandate 
expensing of share options 
'Bull run' in share markets, 
emergence of corporate 
, superstars' 
Microsoft offers share options 
to all employees 
'Bull run' in some major share 
markets 
F ASB requires footnote 
disclosure for share options 
Enron files for bankruptcy 
Microsoft abandons share 
options in favour of share 
awards 
1.1.2005 AASB 2 effective, mandates 
expensing of share options 
Source: Adaptedfrom Nowicki 2006 
III. Research Question 
Importance/implications 
Initiative of with the 'Roaring 20s' share market boom 
Firms begin using share options for executive 
compensation 
Use of share options continues 
Demand for executive compensation commensurate with 
'superstar' status 
Use of share options as a component of non-executive 
employee compensation popularised 
Use of employee share option plans multiplies 
Warnings of 'overstated' earnings due to non-
recognition of share options 
Enron CEO testifies before US Congress on importance 
of employee share options 
Possible decrease in the use of share option plans and 
increase in the use of share award plans 
Regulatory impact includes earnings dilution 
?? What else 
The major research question addressed in this exploratory paper is the extent to which 
earnings have been diluted by the introduction of AASB2. Prior to the introduction of 
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AASB 2 firms merely needed to disclose their share-based payments transactions in 
footnotes accompanying financial reports. AASB 2 has fundamentally altered this 
situation with its requirement to include the cost of such transactions directly in the 
determination of earnings. The research question is stated as follows. 
What is the dilutive effect of share-based payment arrangements on reported 
earnings of firms? 
IV. Method and Data 
The research question is addressed usmg a quantitative approach. Secondary data 
collected from published annual financial reports is used. The initial sample reported in 
this study comprises fourteen of the largest (by market capitalisation) firms listed on the 
Australian Stock Exchange. Data were obtained from the ASX Listed Companies file 
(http://www.asx.com.au) in electronic format. 
Stock exchange listed firms generally offer a rich source of publicly available data as 
they are required to file annual financial reports that contain detailed data including 
information about significant transactions and events affecting their financial result and 
position. AASB 2 contains extensive disclose requirements in paragraphs 44-52 that 
should result in firms providing detailed information about their share-based payment 
arrangements. This includes details enabling users to understand the nature and extent of 
share-based payment arrangements; how the fair value of goods or services received, or 
the fair value of equities granted was determined; and the effect of share-based payments 
on earnings and a firm's financial position. Accordingly, data from the financial reports 
of stock exchange listed firms is a useful source in an examination of whether those firms 
have implemented share-based payment arrangements and to identify the details and 
earnings impact of those arrangements. 
Further, annual financial reports disclose comparative information for the immediate 
preceding financial year. Comparative information is restated to conform to the current 
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reporting requirements. Effectively this requirement allows for the collection of data for 
two consecutive periods. 
V. Descriptive Statistics and Discussion 
Descriptive statistics outlining the dilutive effect of share-based payment arrangements 
on earnings are presented in table 2. 
Table 2 
Dilutive effect of share-based payment 
Current period Prior period 
n=14 Expense$m Profit Expense Profit 
$m % $m $m % 
1 9 809 .0111 6 873 .0069 
2 163 8321 .0196 135 4928 .0274 
3 44 4001 .0110 105 2581 .0407 
4 5 625 .0080 2 617 .0032 
5 8 941 .0085 5 807 .0062 
6 3 997 .0030 42 870 .0483 
7 26 1060 .0245 11 1834 .0060 
8 5 744 .0067 2 498 .0040 
9 63 7234 .0087 55 4444 .0124 
10 13 886 .0147 12 763 .0157 
11 20 4447 .0045 23 4117 .0056 
12 63 2928 .0215 59 2579 .0229 
13 11 1107 .0099 1 1146 .0009 
14 7 792 .0088 n/a 731 -
Totals 440 34892 .0126 458 26788 .0171 
This outcome suggests that the dilutive effects of expensing share-based payments are 
relatively small ranging from 1.71 percent in 2004 to 1.26 percent in 2005. While the 
averages shown in table 2 may seem insignificant for individual firms the new regulation 
introduces considerable volatility in earnings (see Firms 3, 6, 7, 12). If significant, 
volatility is likely to provide a disincentive to share-based payment arrangements. 
VI. Major Issues and Further Research Questions 
Share-based payments have become an important tool in the provision of incentives to 
employees but the extent to which firms will continue with such arrangements in the 
regulatory context of AASB 2 is unclear. If a firm engages in share-based payment 
transactions its reported earnings and balance sheet are affected. This in tum affects any 
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earnings-related ratios and some balance sheet ratios. For instance, share-based payment 
incentives affect the earnings per share ratio in the following manner. If an employee 
chooses to exercise the right to buy shares the number of outstanding shares will increase. 
There follows a decrease in earnings per share as net income is divided across a greater 
number of shares. Thus shareholders pay for a share-based program through a dilution of 
their ownership. Additionally, the market value of their shares suffers a dilution effect as 
a result of the additional shares issued. 
Further, as AASB 2 requires the use of fair value for share-based payments it introduces 
earnings volatility. This results because the cost of equity instruments issued under a 
share-based payment arrangement is measured as the difference between the current 
market value and the exercise price of the equity instrument at the valuation date. If the 
impact is significant it is expected that earnings management will occur in order to 
manage or avoid adverse consequences. 
Minimising a potentially adverse impact on earnings provides an important incentive for 
firms to avoid share-based payment arrangements, to select low-impact arrangements or 
to alter pre-existing arrangements to minimise dilutive effects. Thus, the introduction of 
AASB 2 with its requirement to recognise the cost of share-based payments in earnings 
may provide sufficient incentive for management intervention to mitigate potential 
adverse effects. This may include firms avoiding share-based payments, dismantling 
and/or restructuring existing arrangements, or selecting new arrangements so as to 
minimise adverse earnings consequences. 
A series of research questions can be formulated to understand the type of arrangements 
offered and the nature of new or revised arrangements. 
RQl: What type of share-based payment arrangements have firms 
implemented? 
RQ2: Have firms selected low earnings impact share-based payment 
arrangements? 
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RQ3: Have firms restructured pre-existing share-based payment arrangements 
so as to reduce the dilutive effect on earnings? 
RQ4: Have firms dismantled or discontinued pre-existing share-based 
payment arrangements? 
Share-based payment arrangements may provide an effective bonding mechanism aimed 
at linking performance with reward. This strategy may be affected by the introduction of 
the new requirement to include the cost of share-based payment arrangements directly in 
earnings. Understanding strategic reaction to regulatory change is an important part of 
gaining a full understanding of regulatory impact. 
RQ5: Has the incidence of performance-related share-based payment 
arrangements changed in the pre- and post-AASB 2 period? 
The incidence of share-buy backs has increased as firms enjoy record levels of cash (IMF 
2006) and have become net savers (Nowicki 2006). Firms are using some of their cash 
reserves to buy-back shares. This strategy may indicate an attempt to avoid the dilution 
that accompanies the exercise of employee share options. It also signals a preference to 
return cash reserves to shareholders and a reluctance on the part of firms to invest. 
RQ6: What are the implications of the return of capital to investors via share 
buy-backs? 
Share option granting practices are coming under significant scrutiny as questions are 
being asked about the propriety of the timing of the grants and the manner in which the 
strike price is set (BusinessWeek Online 2006). More recently, the propriety of share-
based payment transactions has been questioned particularly where the exercise of share 
option grants occur shortly before significant share price increases or coincide with what 
appear to be abnormally low share-price levels (Business Week Online 2006). Recent 
attempts to regulate this area include the introduction of AASB 2 which demands that all 
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firms recognise their share-based payments in earnings. Such payments can no longer 
merely be described in note disclosure form. 
RQ7: Will further regulation be introduced to prohibit or restrict the back-
dating of share options issued under share-based payment 
arrangements? 
AASB 2 focuses on share-based payment transactions with both employees and other 
providers of goods and services. It may be that the use of share-based payments with non-
employees is trivial. This prompts a further research question as follows. 
RQ8: What is the extent of non-employee share-based payment transactions? 
Lastly, it is not yet clear from the results of this exploratory investigation that the 
introduction of the AASB 2 has improved the usefulness of financial reports. Although 
information about share-based payments appeared to be transparent, a comparison with 
previous disclosures was not undertaken. Research into this matter has the potential to 
make a valuable contribution to the emerging literature on regulatory impact. 
RQ9: Has the transparency of disclosure of share-based payment 
arrangements improved? 
VII. Summary and Conclusions 
This paper uses a sample of listed firms to examine the impact of AASB 2 on earnings. 
Preliminary indications show that firms experienced an average dilution in earnings of 
less than two percent as a result of recognising the cost of share-based payments. 
Earnings volatility was observed ranging up to 4.5 percent across a single financial year. 
The results are limited to a single financial year and this should be interpreted as a 
limitation on the generalisability of the results. 
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The major emerging issues identified in this paper suggest that regulators should ensure 
they are aware of and consider earnings management incentives and strategies when 
assessing the impact of regulatory changes and when revising or formulating new 
regulations. 
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